The recent global financial turmoil raised questions about the stability of foreign banks' financing to emerging market countries. While foreign banks' lending growth to most emerging market regions contracted sharply, lending to Latin America and the Caribbean (LAC) was significantly more resilient. Analyzing detailed BIS data on global banks' lending to LAC countries-whether extended directly by their headquarters abroad or by their local affiliates in host countries-we show that the propagation of the global credit crunch was significantly more muted in countries where most of foreign banks' lending was channeled in domestic currency. We also show that foreign banks' involvement in LAC has differed in fundamental ways from that in other regions, with most of their lending to LAC conducted by their local subsidiaries, denominated in domestic currency and funded from a domestic deposit base. These characteristics help explain why LAC has not been struck as hard as other emerging markets by the global deleveraging and pullback in foreign banks' lending. JEL Classification Numbers: F34; F36; F37.
I. INTRODUCTION
Lending by foreign banks to emerging markets is a defining feature of financial globalization. In the years preceding the recent global crisis, foreign bank lending to emerging economies expanded rapidly-whether directly from foreign banks' headquarters (cross border) or through affiliates operating in host countries. Although it had its pros and cons, on balance the presence of foreign-owned banks was generally believed to have enhanced competition and aided overall financial stability. 2 During the recent global credit crunch, however, foreign banks were potential vehicles for spreading a crisis that originated in advanced economies into emerging markets. As their financial health deteriorated sharply, banks' global scramble for dollar liquidity and the need to deleverage balance sheets raised concerns that these bank flows could retrench significantly, disrupting macroeconomic stability in emerging markets.
For many Latin America and Caribbean (LAC) countries, the onset of the global credit crunch was a potentially crucial development. Over the previous five years, lending by foreign banks had become a significant source of funding for households and corporations in many economies of the region. Understanding how the global financial shock has been transmitted to LAC through the foreign bank-lending channel is therefore of policy interest not only for those countries that already rely heavily on foreign banks, but also for those that may be thinking of opening up their markets to foreign banks' operations.
In this paper, we undertake an econometric analysis of the determinants of foreign banks' lending to the LAC region between the last quarter of 1999 and the fourth quarter of 2008. 3 We assess the effects of three key factors that have shaped the recent global financial turmoil-tight inter-bank liquidity, mounting pressure on major banks' capital positions in advanced economies and more restrictive lending standards in developed countries' banking systems.
Our results indicate that, on average, international money market conditions have a significant impact on foreign banks' lending to Latin America and the Caribbean. In particular, funding pressure caused by liquidity shortages in the global inter-bank market adversely affects foreign banks' lending growth to the region. Also, a deterioration of parent banks' own financial soundness in advanced economies leads to reductions in their 2 The presence of foreign banks has typically been considered a positive development in emerging market countries by strengthening risk management and corporate governance in host countries (through more efficient allocation of capital, increased competition, and more sophisticated financial services, among others). See Peek and Rosengren (2000) , Claessens, Demirgüç-Kunt, and Huizinga (2001) , Galindo, Micco, and Powell (2004) and Moreno and Villar (2005) for additional discussion on the costs and benefits of opening the domestic banking sector to foreign competition. 3 In the paper, we use the following convention: -L atin America‖ refers to the geographical area of South America, Central America and Mexico, while references to -th e Caribbean‖ are standard. The -region‖ or -L AC‖ is used to refer to the full Western Hemisphere excluding Canada and the United States.
financing to the LAC region. Changes in banks' lending standards in advanced economies also seem to have a statistically significant effect on the growth of foreign banks' credit to Latin America. Yet crucially, our results also indicate that the propagation of these global financial shocks is significantly more muted for countries where foreign banks conduct a higher share of their lending in domestic currency.
We also show that the nature of the involvement of foreign banks in LAC has differed in fundamental ways from that seen in other regions, notably Emerging Europe. Foreign banks conduct a higher share of their lending in the LAC region through local affiliates, which appears to reduce the risk of a homeward flow of foreign banks' assets. In addition, much of the funding of foreign-owned subsidiaries in Latin America has come from domestic sources, i.e., from an expanding deposit base, rather than from parent banks' resources (or from wholesale funding). This reduces the vulnerability to a sudden withdrawal of short-term external funding. Moreover, global banks with the largest presences in LAC markets have low exposures to emerging Europe, so that Latin America is not likely to be susceptible to a credit pull-back similar to, or feeding off, strains in emerging Europe. Together, these features of foreign banks' operations in the LAC region reduced the extent of contagion from the international liquidity squeeze.
The most recent BIS banking data available through 2009Q2 is consistent with our findings and interpretation. We show that following the Lehman demise in the third quarter of 2008, lending by foreign banks to the LAC region slowed rapidly, amid the freezing of global money markets and doubts about the health of banks in advanced economies. Most of this deceleration in foreign banks' total credit growth, however, reflected a sharp contraction in cross-border loans to LAC, which are largely denominated in foreign currency and funded in wholesale markets. On the other hand, lending by local affiliates of foreign banks-which is mostly denominated in local currency and funded with domestic deposits-proved much more resilient and continued to expand, even amid the global turmoil. Because such claims by local affiliates represent almost 70 percent of all foreign banks' claims on the LAC region, total foreign banks' lending to LAC actually increased slightly between 2008Q3 and 2009Q2 (when measured at constant exchange rates). This contrasts markedly with the behavior of foreign banks' claims in emerging Europe, emerging Asia and Africa and Middle East, which declined over the same period.
Overall, our results suggest that global banks can indeed act as a channel through which financial problems in advanced economies get transmitted to LAC economies− but also that the extent of such transmission and associated risks depends importantly on the nature of foreign banks' involvement, and this can vary greatly across countries. Thus, when evaluating the desirability and potential risks of allowing (more) foreign bank participation in their economies, policymakers in Latin America and the Caribbean may want to pay attention to multinational banks' varying strategies of cross-border lending activity vis-a-vis direct entry into local banking markets, as well as the funding sources and financial autonomy granted to foreign-owned affiliates operating in host countries.
II. DATA AND STYLIZED FACTS FOR LATIN AMERICA

A. BIS Data
In this paper we draw extensively on the consolidated international banking statistics reported by the Bank for International Settlements (BIS), which contains country-level information on the gross claims of foreign banks to the financial and non-financial sectors in Latin American countries. 4 The reported claims include not only bank loans, but also other forms of financing through debt securities and equities; for ease of exposition, we will refer to all these forms together as -le nding.‖ At the outset, it is essential to highlight that foreign banks extend credit to LAC (and other economies) through two distinct routes:

Directly, from their headquarters abroad (overseas lending by parent banks or -cross-border flows‖). In the terminology of a country's external balance of payments, credit received from a foreign bank through this traditional route represents a capital inflow, and the accumulation of a liability to non-residents (i.e., form of external debt).
 Indirectly, via the activities of their local affiliate banks in host countries (foreignowned subsidiaries or branches). 5 Since the affiliates are residents of their host countries, the credit they extend locally does not, in itself, represent a balance of payments inflow or an external debt of the host country. For most LAC countries, this indirect route is the dominant form of foreign banks' involvement, and is often significant in scale. Indeed, these foreign-owned local affiliates now hold a substantial portion of local banking system assets in a number of LAC countries. 6 An important advantage of BIS data is that it tracks banking systems' consolidated foreign claims worldwide, i.e., netting out intra-group positions with their affiliates worldwide; hence providing a comprehensive view of a global bank's exposure to a given country. 7 This ownership-based viewpoint is especially of interest to the extent that global banks 4 Foreign banks belong to more than 20, primarily OECD, countries (referred to as -BIS-reporting countries‖). In practice, there can be important distinctions between -f oreign‖ and -BIS-reporting‖ banks, especially in Central America where regionally operating, non-BIS-reporting banks are common. For ease of exposition, however, in this paper we refer to BIS-reporting banks as international, global, or foreign banks. 5 Local affiliates include foreign-owned banks established in the host country (subsidiaries) and the agencies of the home country operating abroad (branches). 6 However, in a few countries in the region (such as Dominican Republic, Ecuador, Guatemala and Venezuela), the banking system is largely domestically owned.
7 McGuire and Wooldridge (2005) provide detailed discussion on the structure of the BIS consolidated banking statistics. choose to manage their holdings centrally, treating local affiliates as part of a global portfolio. For example, a global bank facing capital or liquidity shortages may instruct its affiliates to curtail their local lending to help improve the group's consolidated capital asset position, or to transfer liquidity to headquarters. On the other hand, even if some decisions are taken centrally, it is possible that local affiliates follow a distinct business model and that their local lending activities may respond differently-or not at all-to shocks affecting their parent bank. 8 As will be seen, we find strong evidence for the LAC region of such differences in behavior in the most recent period of global financial distress.
B. Key Features of Foreign Banks' Involvement in LAC
Since 2005, foreign banks' lending to LAC has expanded rapidly, representing a significant source of funding for companies and households, and accounting for a significant share of banking activity in many countries by end-2008 ( Figure 1 ). As a share of GDP, foreign banks' total claims are most important in Chile, followed by Costa Rica and Mexico, although they are significantly below the median ratio for countries in emerging Europe, for example (see Figure 2 ). 9 In Latin America, two-thirds of all foreign banks' lending in 2008 was disbursed through local affiliates. This share is significantly higher than the median in emerging Europe (50 percent), emerging Asia (37 percent), and Africa and the Middle East (19 percent) as described in Figure 3 . This reflects a steady shift in international banks' business strategy towards LAC, from cross-border lending by bank's headquarters to lending through local affiliates.
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Lending by foreign banks' affiliates is mostly financed from domestic deposits, and their reliance on nondeposit funding (parent bank resources or wholesale financing) is particularly low in Ecuador, Argentina and Brazil as shown in Figure 4 . This is in contrast to the situation in emerging Europe, where the flow of new credit in recent years has tended to be predominantly financed by cross-border flows from parent banks as illustrated in Figure 5 .
11 Reflecting the particular mix of local and cross-border lending, and the domestic sources of funding by local affiliates, LAC is the region with the highest share of domestic-currency-denominated lending in total foreign banks' lending. For most of the region's larger economies, half or more of all foreign banks financing is denominated in local currency, with this share exceeding 70 percent in the case of Mexico as detailed in Figure 6 and Figure 7 . 12 Banks from Spain and the United States are the dominant players in Latin America, jointly accounting for approximately 50 percent of all outstanding financing by foreign banks to Latin American and Caribbean countries. 13 These foreign banks have low exposure to emerging Europe.
14 Conversely, the most active global banks in emerging Europe (from Austria, Belgium, Sweden, and Italy), have a small presence in Latin America as illustrated in Figure 8 .
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III. EMPIRICAL STRATEGY
To shed light on how the credit crunch has cascaded in Latin America, this section looks at the historical determinants of international bank lending to the region from 1999Q4 to 2008Q4, using a multivariate panel regression framework. 16 The model is focused on analyzing the impact of the following three factors on foreign banks' lending activity to the region: (i) deteriorated global liquidity conditions, (ii) large write downs and weaker balance sheets of major international financial institutions, and (iii) the downturn in the lending cycle in advanced economies.
The baseline empirical analysis is based on a reduced-form model specification given by:
See also Jara and Tovar (2008) and Caruana (2009) for an analysis of the currency structure of foreign banks' lending to LAC. Domestic financial dollarization is low in most of the large Latin American countries, and has been systematically declining in the more dollarized ones over the last decade. 13 Canadian banks account for the largest share of foreign bank assets in the Caribbean. Foreign bank claims on Central America, on the other hand, are relatively diversified between U.S., U.K., and other western European banks.
14 For a detailed analysis of international banks' exposure to emerging Europe, see Maechler and Ong (2009) . 15 The exceptions are banks from Germany and France. where the dependent variable, FBL , is the quarterly growth rate in the stock of outstanding gross claims of foreign banking system j on LAC country i in quarter t. 17 The sample combines 13 LAC borrower countries, and 14 non-LAC lender countries that report to the BIS (most of which are advanced economies).
18 Figure 13 shows the evolution of total foreign banks' claims for a selected group of LAC economies.
The dependent variable covers direct cross-border lending by parent banks, and lending by foreign affiliates in each country, in domestic and foreign currency. It includes international banks' loans to banks in the host country that are not their subsidiaries/branches (such as loans, bank-to-bank credit lines, and trade-related credit) and loans to the non-financial sector. It also covers portfolio flows (such as holdings of securities) and equity shares in unrelated institutions (in particular, mergers and acquisitions, which are especially important for the region during the sample period).
Many growth rate observations of the dependent variable are extremely large, primarily due to countries entering or exiting the reporting population of banks, which can lead to sudden jumps in the outstanding stock of lending vis-à-vis particular countries.
19 To address this, we exclude those observations were the dependent variable fell in the lower and upper 2 percent of the distribution in the sample.
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The explanatory variables used in the analysis are as follows
:
 TED is the spread between three-month U.S. dollar LIBOR and the three-month U.S. treasury bill rate (TED spread), and is meant to capture liquidity strains in global inter-bank markets (see Figure 14 ).
 EDF are market-based estimators of banks' expected default probabilities, constructed using data for publicly listed, globally active banks in each of the 14 BIS-reporting countries included in the analysis. 22 In most countries, EDFs have showed a marked deterioration since September 2008, reflecting declining capitalization and earnings, and rising stock price volatilities of publicly-listed banks as shown in Figure 15 .
 LENDS captures changes in the lending cycle in advanced economies. It is defined as the percentage of senior loan officers who reported tightening in a given quarter, minus the percentage of officers who reported easing in credit standards to large and medium-sized firms in each lender country. The stiffening in borrowing terms in the U.S. banking system, for example, is illustrated in Figure 16 .
measures the percentage change in quarterly GDP in the LAC borrower country, which captures the buoyancy of economic activity in the borrowing country.

CRating is a composite indicator of economic, political, and financial risks in each borrower country, to account for the fact that lower perceived economic and institutional risks tends to attract foreign bank investment. We use the International Country Risk Rating, published by the PRS Group. A higher value suggests better macroeconomic frameworks and institutions.
 Deprec is the percentage change in the borrower country nominal exchange rate against the U.S. dollar, to capture valuation effects (and possibly also portfolio reallocations that could occur in response to exchange rate movements).
23
 The panel data estimation controls for fixed effects specific to each lenderborrower pair ) ( ij  , to account for time invariant and unobserved factors driving cross-country differences in foreign bank lending. 24 We also include quarter time dummies (for the first, second and third quarters of every year).
22 EDF is the calculated probability that a bank defaults within the one-year (ahead) period, based on each bank's market value of assets, its volatility, and its capital structure. We employ data for almost 100 publicly listed banks which are globally active. We thank Patrick McGuire for making available the list of banks.
23 BIS data are end-period values, expressed in U.S. dollars; changes in these values incorporate valuation changes (exchange rate changes, marking to market of securities, and write-downs of non-performing loans) and so may differ from net lending flows. Currency valuation effects can at times be significant, especially in countries where local currency-denominated lending represents a significant portion of the total.
24 Foreign bank presence tends to be higher in countries with common language, similar legal systems and banking regulations, and geographical proximity (Claessens and Van Horen, 2008 
IV. MAIN ECONOMETRIC RESULTS
The main findings are presented in the first column of Table 2 . The estimated model provides a plausible explanation of the factors affecting lending by foreign banks to countries in Latin America. We find a significant link between global money market conditions and changes in international banks' lending to Latin America. Consistent with World Bank (2008) and McGuire and Tarashev (2008) , deterioration in inter-bank liquidity adversely affects foreign banks' lending growth to the region. 25 The coefficient estimates suggest that a 10-basis-point increase in the TED spread would lead, on average, to a roughly 0.2 percentage point reduction in the quarterly growth rate of total lending by global banks.
A weakening of parent banks' financial health has consistently led to slower growth in global banks' lending to LAC. A rise in one standard deviation (20 basis points) in banks' EDF is associated with a 1.5 percentage point average decrease in the growth rate of foreign banks' lending in the subsequent quarter. This result is consistent with recent work by Čihák and Koeva Brooks (2009) that shows that bank loan supply in the Euro area moves in line with banks' financial soundness. 26 Changes in banks' lending standards in advanced economies also seem to have a statistically significant effect on the growth of foreign banks' credit to Latin America, once we control for other factors.
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Exchange rate depreciations are associated with a significant slowdown in the dollar value of foreign banks' lending during the same quarter. These estimates could be capturing mechanical valuation effects, as well as the impact of currency crises that occurred during whereas in Europe and Central Asia more than 90 percent of foreign banks are headquartered in the European Union. Fixed effects also account for the special case of Panama, which is a regional banking center and is classified as an offshore center by BIS. It constitutes an outlier in the region, with foreign banks' claims accounting for 190 percent of GDP. 27 In a recent paper, Herrmann and Mihaljek (2009) study the nature of spillover effects in cross-border bank lending flows from advanced to the emerging markets using confidential BIS bilateral data on locational banking statistics. They find that higher global risk aversion and higher expected market volatility seem to have been the most important channels through which spillover effects occurred during the crisis of 2007-08.
the sample period. 28 The effect of other explanatory variables has the expected sign and is consistent with theory. Like Goldberg (2002) and Martinez-Peria, Powell and VladkovaHollar (2005) , we find that home country conditions drive changes in foreign bank lending. Higher economic growth is associated with an increase in lending growth to the region during the same quarter, although its effect is imprecisely estimated. 29 Institutional improvements (as proxied by a more favorable economic and political risk rating) lead to stronger investor confidence and thus attract more foreign bank lending, a result also found by Papaioannou (2009) .
Finally, we also estimate a different specification that allows shocks to global liquidity conditions, parent banks' financial health and lending standards in advanced economies to have differential effects across LAC countries, according to the share of foreign banks' claims on that country that are denominated in local currency. For these purposes, we estimate the following specification: 
ShLC is the fraction of domestic-currency denominated claims of local affiliates in total claims of foreign banking system j on country i on quarter t. This ratio serves as a proxy for the share of foreign banks' lending funded in domestic markets. 30 We also included the interaction term   ijt t it xShLC Deprec , to control for the fact that exchange rate valuation effects from fluctuations in the dollar value of the domestic currency may be bigger in countries with a larger share of foreign banks' claims denominated in domestic currency.
The results, reported in the second column of Table 2, suggest that the transmission of global financial shocks through the foreign bank lending channel is significantly more muted in countries where foreign banks conduct a higher share of their lending in domestic currency. For example, a 1 percent increase in the TED spread is associated to a reduction in 4 percent in foreign banks' lending in countries were all foreign banks' credit is denominated in foreign currency. However, this effect is not significantly different from 28 The literature suggests that borrowing conditions are likely to tighten for a country that experiences a currency collapse given the balance sheet effects due to currency mismatches. 29 The positive effect of GDP growth is statistically significant only at the 12% confidence level. 30 Claims booked outside the recipient economy (i.e., cross-border) are typically funded in international wholesale markets (in foreign currency). In most LAC countries, regulations require that domestic banks (including local affiliates of foreign banks) keep both sides of their balance sheets currency-matched. Thus, the domestic-currency share of total foreign banks' lending is a reliable indicator of the importance of local sources of funding (except in a few highly dollarized economies like Bolivia, Peru and Uruguay, were a substantial fraction of local deposits are denominated in foreign currency). See also footnote 32. zero in countries where more than 70 percent (approximately) of the lending is denominated in domestic currency.
31 In other words, countries in which foreign banks' lending is largely extended through their local subsidiaries or branches (rather than crossborder operations) are less vulnerable to a "sudden stop" in foreign banks' financing.
Our results are consistent with results reported by Garcia-Herrero and Martinez Peria (2007) , who show that countries in which a larger share of foreign bank lending is extended through local affiliates experience lower volatility in total foreign banks' lending.
32 Our findings are also in line with recent work by Raddatz (2009) , who provides systematic evidence of the role of banks' reliance on wholesale funding in the international transmission of the liquidity crunch in September 2008. Using data on stock price returns of more than 600 individual banks across 44 countries, the author shows that banks that relied more heavily in non-deposit sources of funds experienced a significantly larger decline in market capitalization even after controlling for other determinants of stock prices.
33
Overall, our results suggest that foreign banks' lending to Latin America does respond to funding constraints caused by liquidity conditions in the global inter-bank market and parent banks'own financial vulnerability. 34 However, the size of the responses to the above shocks depends on the structure of lending to a given LAC country. The estimates suggest that the larger effects are to be observed on cross-border lending (which is largely denominated in foreign currency and funded in wholesale markets), while effects on lending from affiliates (especially in those countries with low dollarization of credit) are much smaller.
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31 In this alternative specification, the positive effect of GDP growth on foreign banks' lending is economically and statistically significant at standard confidence levels. 32 The share of foreign banks total lending denominated in local currency also serves as a proxy for the share of foreign banks' total claims on a country held by local affiliates, since cross-border lending is rarely extended in local currency, and lending by local affiliates is mostly denominated in local currency (except in a few dollarized countries like Peru, Bolivia and Uruguay). Data availability limitations preclude directly estimating separate models for cross-border lending and total lending through local affiliates. Such data breakdown is only available since 2005, and only on an aggregate country-level basis. 33 Analyzing the post-crisis macroeconomic and financial sector performance for 58 advanced countries and emerging, Claessens, Dell'Ariccia, Igan and Laeven (2010) show that banks' dependence on wholesale funding help to account for the amplification and global spread of the financial crisis. 34 Using data through 2000, Goldberg (2001) shows that movements in U.S. bank lending to Latin American countries are closely tied to economic conditions in the parent country. 35 It should be noted the model was estimated over a period that was mostly tranquil (except for the last quarter of 2008), but it is being used to inform future lending growth in the wake of a shock of 
V. WAS THERE A RETRENCHMENT POST-LEHMAN? LATEST CROSS-REGIONAL EVIDENCE
BIS banking data up to the second quarter of 2009 were available at the time of writing, allowing us to examine how international banks responded in the three quarters following the Lehman Brothers event of September 2008. Because this period of financial turmoil was characterized by unusually large fluctuations of several emerging market currencies, the discussion below focuses on movements in lending by foreign banks that exclude currency valuation effects.
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For most regions around the world, total lending by global banks (both cross-border and through local subsidiaries) had begun to slow down or even contract by late 2007, and this trend continued through the latest data available for the second quarter of 2009 ( Figure  9) . 37 Yet in the case of Latin America ─where previous growth rates of total lending had not been as rapid as elsewhere─ foreign banks' lending only began to be strongly affected in the final quarter of 2008, when total lending of foreign banks to the region as a whole contracted by about 5 percent within the quarter.
38 By end-June 2009, and consistent with the sources of resilience identified in previous sections, total outstanding foreign banks' claims in Latin America had increased slightly when compared with end-September 2008 (when measured in constant exchange rates). This is in marked contrast with the behavior in emerging Europe, emerging Asia and Africa and Middle East, which actually saw a contraction in the total foreign banks' claims by up to 7 percent over the same period (see Figure 10 ).
In addition, and in line with the empirical results reported in the previous section, the behavior of local affiliates and their parent banks diverged dramatically since the last quarter of 2008. The stock of cross-border claims on LAC, which had been growing at annual rates of almost 40 percent in previous quarters, abruptly contracted within the fourth quarter of 2008 (by almost 20 percent) and then continued a steep decelerationtaking year-on-year growth by end-June 2009 to almost -10 percent (see Figure 11) . 39 On 36 Adjusting for exchange rate valuation effects can be important not only in light of the sharp depreciations in the last semester of 2008 (especially in Brazil and Mexico, which together account for about two-thirds of foreign bank claims on the LAC region), but also because these depreciations were preceded by sustained periods of domestic currency appreciation in many emerging markets.
37 Cross-border lending by foreign banks' headquarters, in particular, retrenched significantly in 2008, contracting in the final quarter of 2008 at the fastest rate since records began 30 years ago. 38 Contractions varied in size, but did occur in most countries of the region (see Table 1 ). Those countries more dependent on cross-border lending-the component of foreign banks lending that is more sensitive to global funding conditions-were the most affected. 39 In addition to the factors discussed earlier, it is possible that recent bank support or rescue programs in advanced economies may be accelerating the curtailment of cross-border bank flows. In particular, banks receiving public support may feel pressure to expand domestic lending at the expense of their foreign operations.
the other hand, total lending by local affiliates of foreign banks gradually decelerated, but managed to grow at a healthy pace in the post-Lehman period.
Across foreign banks of different nationality, Spanish banks showed the most resiliency in their lending behavior. Cross-border lending by Spanish banks has decelerated somewhat, but has held up much more than the rest of the foreign banks (in particular those from the US), which display the "deleveraging" features ( Figure 12 ). 40 For local currency lending, the data suggests that Spanish banks have been increasing its market share in the region, as the aggregate of the rest of the banks retreat.
41 Two factors can explain the more robust behavior of Spanish banks. First, 60 percent of Spanish banks' claims in emerging markets are long-term, while that of U.S. banks is close to 20 percent (McGuire and Tarashev, 2008) . 42 This suggests that U.S. banks can in principle adjust large portions of their exposures more easily than Spanish banks can. More importantly, overseas affiliates of Spanish banks are required to have financial autonomy in terms of liquidity from their parent banks, funding their operations in each country with retail deposits-thus operating very much like their domestic counterparts (but with foreign capital). This made Spanish banks' locally established offices more resilient and better prepared to withstand the global financial shock.
VI. INTERPRETING THE EVIDENCE
The evidence presented suggests that four key features of global banks' lending to LAC region muted the transmission and amplification of global financial shocks to the region. First, Latin America's lower reliance on foreign banks' cross-border credit made it less exposed to the risk of a homeward flow of foreign banks' assets. Because cross-border lending is typically funded in international markets, it tends to be highly sensitive to movements in global inter-bank market conditions. On the other hand, and as discussed in Garcia-Herrero and Martinez- Peria (2007) , given that local lending activities require paying higher fixed and irreversible costs (such as local networks and real assets), these flows tend to be more stable and less responsive to negative shocks than cross-border lending. Furthermore, local affiliates could have a better understanding of the domestic conditions and projects that make them less susceptible to engage in the type of generalized withdrawal that characterize herding behavior when conditions deteriorate. 40 Using bank-level data for 17 LAC countries between 1996 and 2007, Galindo, Izquierdo and RojasSuarez (2010) find that Spanish banks tend to react less than other foreign banks to changes in risk conditions in international capital markets. 41 The jump observed in the figure in 2008.3 for Spanish banks' lending in local currency corresponds to the purchase by Santander of ABN-AMRO's affiliates in Brazil and Uruguay. 42 Information about residual maturity is available only for cross-border and local affiliates' lending denominated in foreign currency. For the LAC region as a whole, the share of total foreign banks' claims with short maturity dropped from 54 percent in 1997 to 42 percent in 2008. Thus, the maturity composition of lending to the LAC region has shifted toward the long term, and refinancing risk remains low compared with developing countries as a whole.
Second, foreign-owned affiliates' high reliance on stable domestic deposits has limited the potential destabilizing effects coming from solvency problems or tight liquidity conditions faced by banks in the major industrialized economies. Third, the share of foreign bank lending denominated in foreign currency is relatively low, reducing the likelihood of financial stress and credit contraction during crisis periods. Lending denominated in foreign currency brings additional risks stemming from swings in exchanges rates. For example, domestic currency depreciation could push up the cost of borrowing or increase expected defaults when borrowers have currency mismatches, leading to a stronger retrenchment in credit.
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Fourth, the large global bank players that are the most involved in emerging Europe are not among those with the most significant presence in Latin America. During the recent crisis, this limited the cross-regional contagion effects that can occur through a -common bank lender effect,‖ in which losses in a country would cause a global bank to liquidate its assets or cut credit lines to its subsidiaries in order to restore its capital adequacy ratios.
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In the most recent period, bank lending ties have been a major channel of transmission among some countries, especially in emerging Europe where cross-border lending has supported more heavily the banking sector (see Canales-Kriljenko et al., 2010 and Arvai et al., 2010) .
Arguably, the bigger contraction in foreign banks' lending to other regions of the world, especially emerging Europe, could be also reflecting bigger demand-side shocks, caused by severe recessions and a contraction in credit demand from households and firms. 45 Thus, more research is needed to disentangle the importance of credit developments in the pre-crisis period, business-cycle conditions during the crisis and global banks' expansion strategies and business models in explaining the cross-regional variation in foreign banks' lending. 46 43 In the case of emerging Europe, foreign-owned banks played a key role in fueling a credit boom during the pre-crisis period. As noted by Porzecanski (2009) , foreign-owned affiliates were largely vehicles through which parent banks' resources were loaned out domestically. Thus, rapid credit growth, large capital transfers to subsidiaries and foreign currency lending were all the result of the expansion strategy of Western Banks.
44 See Calvo and Reinhart (1996) and Van Rijckeghem and Weder (2000) . 45 As discussed in Zettelmeyer at al. (2010) , by the time the global financial crisis erupted, emerging Europe was experiencing greater financial vulnerabilities than Latin America. As a result, economic activity in European emerging markets was hit harder than in any other emerging market region. 46 In a recent paper, Cetorelli and Goldberg (2010) examine the behavior of foreign banks' lending to countries in Europe, Asia, and Latin America, isolating lending supply shocks to banks in advanced economies from lending demand shocks in recipient countries. Their results suggest that the strongest contraction in foreign banks' lending on emerging European countries was likely due to effective creditsupply changes by global banks.
VII. CONCLUSION
The turmoil in international credit markets that began in mid-2008 raised questions about the level and stability of foreign banks' financing to emerging market countries. In the case of LAC, growth in foreign banks' lending did slow rapidly after the collapse of Lehman in the third quarter of 2008-but the retrenchment of foreign banks' credit to Latin America and the Caribbean was significantly less severe compared to other emerging markets.
Our empirical results suggest that the negative impact of the financial crisis on foreign banks' lending to Latin America and the Caribbean has been cushioned by the specific nature of foreign banks' operations in the region. The expansion of their activities in Latin America and the Caribbean in the last five years has largely taken the form of increased domestic currency lending by their local affiliates, rather than direct cross-border lending in foreign currencies from headquarters. Moreover, local affiliates' funding mostly came from an expanding domestic deposit base, rather than from parent banks or offshore wholesale markets, providing a stable source of funding during the crisis. These characteristics muted the transmission of global financial shocks to the Latin American economies through the foreign bank lending channel.
The recent experience of foreign bank lending to Latin America and the Caribbean suggest a few lessons for assessing and mitigating the volatility of foreign bank lending, and are relevant to policy discussions regarding the costs and benefits of opening the domestic banking sector to foreign competition. Our results indicate that foreign bank lending that is extended in domestic currency-which is typically funded with local deposits by local affiliates-tends to be more resilient to external financial shocks. In many LAC countries, these characteristics of foreign bank financing acted as a firewall against the transmission of global financial shocks, and could plausibly explain why LAC as a whole has not been struck as hard as other emerging markets by the global deleveraging and pullback of foreign bank credit. Policies to foster foreign bank lending in domestic currency and funded by local deposits can allow emerging market economies to obtain the benefits of global bank lending, while creating more resilient mechanisms of financial integration.
APPENDIX I. Data Used in Empirical Analysis
Dependent Variable
Total Foreign Banks' Claims: Source BIS, Table 9A BIS data does not discriminate between cross-border claims (i.e., claims booked outside the host country) and local claims by foreign-owned banks on a bilateral basis. BIS statistics on local claims only capture those denominated in local currency. Foreign currency-denominated local claims are combined with cross-border claims (in all currencies) and reported under what the BIS calls ‗‗ international claims''.
Explanatory Variables
TED_spread = (LIBOR_3m -US TBill_3m)*100. Averaged over monthly frequency to obtain quarterly data. Expected Default Frequency: Forward-looking, one-year default probabilities calculated by Moody's KMV for each publicly listed bank based on a contingent claims approach that uses equity market information combined with balance sheet data. For our analysis, we first average daily EDF data to obtain a quarterly series for each bank in each of the 14 BIS-reporting countries. Within each country, we take the median over those banks that are internationally active to generate time-varying financial soundness measures for each banking system.
II. Further Details on the Construction of Charts
Use of Consolidated and Locational BIS Baking Statistics All Tables and Figures (except Figure 5 ) rely on Consolidated Baking Statistics. Figure 5 is the only one where we use Locational Baking Statistics. It shows data on the amount outstanding of external claims of BIS-reporting banks in advanced economies vis-a-vis the banking sector in each individual country (were the banking sector includes both local affiliates and unrelated parties). Note that in this case, creditor data is reported on a residence basis (i.e. host country) rather than on a nationality basis (i.e. home country).
Adjustment for Exchange Rate Valuation Effects
BIS data on total foreign banks' claims correspond to end-period values, expressed in U.S. dollars. Thus, changes in the stock of foreign banks' outstanding claims incorporate mechanical exchange rate valuation effects, and so may differ from net lending flows. Currency valuation effects can at times be significant, especially in countries where local currency-denominated lending represents a significant portion of the total.
To express changes in total foreign claims in exchange rate-adjusted terms, we adjust the local currency-denominated portion of foreign banks' claims using a nominal exchange rate index for each country with base year 2005Q4. This adjustment is used in Table 1 and Figures 9, 10, 11, 12 and 17 . To obtain the amount outstanding of foreign banks' claims that is in domestic currency we used local claims by local affiliates (- Table 9AL : Local Currency Claims on Local Residents -on immediate borrower basis‖). This assumes that all cross-border lending is denominated in foreign currencies, which is a reasonable assumption for the case of Latin America. Finally, we did not perform any valuation adjustment on the stock of international claims, as BIS does not provide information on the breakdown by individual foreign currencies. 
1/ This table reports the panel f ixed ef f ect regression described in equation (1) the text. The variables Expected Def ault Pr obability and Lending Standards are entered with one lag. The sample used excludes extreme observations, def ined to be those below the25th, and above the 98th, percentile of the distribution of percent changes in f oreign banks' f or the whole sample. Robust standard errors a re clustered at the borrower country level. Asterisks denote signif icance of coef ficients, with ***, **, and * indicating signif icance at the 1%, 5% and 10% level, respectively. 1/ The deposit-to-loan ratio for each local affiliate is calculated as the sum of demand, time, saving, and foreign currency deposits as a share of their loans to the private sector. For each country, the value reported corresponds to the weighted average of foreign affiliates' deposit-toloan ratios, using their loan portfolio as weights. 1999  00  01  02  07  06  05  04  03  09  08 
